(1) Perverse Incentives: Fannie Mae's compensation arrangements richly rewarded its executives for reporting higher earnings without requiring them to return the compensation if the earnings turned out to be misstated, thus providing incentives to inflate earnings.
(2) Soft Landing: Fannie Mae's arrangements provided a soft and generous landing to executives who were pushed out by the board for failure; expectation of such an outcome adversely affects ex ante incentives.
(3) Pay Decoupled from Performance: Most of the executives' retirement payouts were totally unrelated to firm performance, thus greatly increasing the fraction of their total compensation that was decoupled from the managers' own contribution to firm value.
(4) Camouflage: Fannie Mae obscured rather than made transparent the total values of the executives' retirement packages.
We do not know, nor do we want to speculate as to, whether the dilution and perversion of incentives produced by Fannie Mae's compensation arrangements in fact affected the executives' decisions -about accounting or anything else -prior to their departures. Raines and Howard may have acted throughout their service with the utmost dedication to Fannie Mae and its shareholders. Our claim is merely that Fannie Mae's pay arrangements, which are typical of pay arrangements given to public company executives, did not strengthen the managers' incentives to enhance shareholder value but rather weakened and distorted them. As we discuss below, there is empirical evidence that, in the aggregate, pay arrangements at public companies have influenced executives to inflate earnings.
We also should stress at the outset that, even though Fannie Mae's story has received significant attention due to the prominence of the company and its CEO, the importance of this case for our purposes is that it reflects current practices rather than presents an exceptional aberration. As we document in a recently published book, 2 the types of problems found at Fannie Mae have long been endemic among public firms.
To begin, firms often base bonuses and other forms of incentive compensation on earnings figures that can be manipulated, and commonly give managers broad freedom to choose when they sell shares. Thus, the structure of both equity and non-equity compensation provides executives with incentives to inflate short-term earnings at the expense of long-term shareholder value. In addition, executive pay arrangements commonly provide soft landings -even when executives are pushed out by the board for failure. The generous treatment of managers who have performed poorly weakens their incentives, thereby imposing costs on shareholders both ex ante and ex post.
Directors also often alleviate their personal discomfort, at shareholders' expense, by authorizing large gratuitous benefits beyond those to which executives are contractually entitled.
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Furthermore, after executives leave -whether as a result of retirement, resignation, or being forced out -they often receive substantial retirement payouts that are unrelated to firm performance, greatly increasing the fraction of total compensation that is performance-decoupled. And firms commonly take steps to obscure rather than make transparent the total value of executives' retirement packages.
The case of Fannie Mae thus highlights how important it is to reform current compensation practices. Given most companies' failure to make pay any more transparent than is required by law, the SEC should adopt tighter disclosure requirements that, among other things, require companies to put a dollar figure on any retirement benefits that companies promise their executives. Institutional investors should press companies to improve the link between pay and long-term shareholder value by, among other things, not tying compensation to short-term earnings figures and stock price movements and adopting contractual provisions that reduce termination payoffs to failing executives. Most importantly, we must adopt reforms that make boards more accountable to shareholders and more attentive to the costs imposed on them by flawed pay arrangements.
Before proceeding, we should emphasize that, consistent with our general approach, we do not question the absolute levels of compensation provided to Fannie Mae's executives. 3 We do not know whether Raines was worth the dozes of millions of dollars he was paid for several years of service as a CEO. Rather, our concern is with both the structure and disclosure of the executives' compensation. Even if Raines were worth the amount he was paid, it is far from clear that Fannie Mae's board should have (i) structured the compensation package in a way that rewards higher reported annual earning figures, regardless of later restatements; (ii) included as a major element of Raines' compensation package retirement payments whose value was unrelated either to the performance of the company during Raines' service or to the reasons for Raines' departure; or (iii) not made transparent the value of Raines' retirement package either when it was contractually promised or when it was actually paid.
The remainder of this paper proceeds as follows. Section I shows how Fannie Mae's compensation arrangements -like those of many other public companiesprovided its executives with an incentive to manipulate earnings. Section II describes the soft landings enjoyed by Fannie Mae's executives even though they were forced out, as is typical for managers departing in such circumstances. Section III explains that, because of the amount and structure of the executives' retirement packages, much more of their compensation was decoupled from their own performance than appears at first glance. Section IV considers what Fannie Mae did -and chose not to do -to camouflage the amount of the executives' retirement packages. Section V concludes.
I. INCENTIVES TO INFLATE EARNINGS
Executive compensation is reported in firms' annual proxy statements filed with the SEC. Most salient for investors and researchers is the information reported in the "summary compensation table." That table divides Under the LTIP, Fannie Mae gave executives company stock. But, the number of shares given each year depended to a substantial extent on prior years' earnings.
According to the company's annual proxy filings, the weight given to earnings in determining how many shares to award was fifty percent. Thus, the problem of rewards for short-term results is of general concern.
While a large executive pay package might be acceptable when it serves the goal of providing incentives to enhance long-term shareholder value, it is unacceptable when it produces perverse incentives to overstate earnings and artificially boost shortterm stock returns. Such packages use shareholders' money to create incentives to take actions that do not increase, and may well decrease, shareholder value. Investors
should press boards to overhaul all compensation arrangements and to adopt only were desirable to base an executive's pay on earnings calculated under a given set of accounting rules, and those earnings are miscalculated under that set of rules in a way that artificially increases reported earnings, it makes no sense to tie the executive's compensation to the miscalculated earnings rather than to the properly calculated
figures. Yet, strangely, executive compensation contracts require no such adjustment. 8
Some companies may be contemplating adding such adjustment provisions to future executive compensation contracts. The issue, however, is relatively straightforward -executives should not be paid based on improperly calculated earnings. Furthermore, the idea of making executives return compensation based on inflated earnings has been on the table since before the passage of the Sarbanes-Oxley Act in 2002. The process of adopting give-back provisions thus seems to be taking longer than necessary.
II. SOFT LANDING
Thus far we have discussed key elements of the compensation received by Raines and Howard before they departed from Fannie Mae. We now turn to the retirement packages they got upon departure. As we shall discuss later, there are aspects of these packages that would raise concerns even if the executives were retiring with an impeccable record of performance. For now, however, we would like to focus on the fact that the executives' retirement packages were not different than the ones they would get if they were retiring after years of unblemished service. The executives were asked to leave because of the accounting problems for which they were held responsible. But this fact was in no way reflected in their retirement payoffs.
The executives enjoyed the same "soft landing" they would have received under 8 In one recent episode, executives "volunteered" to give back $12 million of bonuses that they received as a result of inflated earnings. Nonetheless, compensation specialists say that such an event is very rare. to provide executives with less when they leave as a result of failure than when they retire under normal circumstances.
The unreduced retirement packages received by the executives were quite large.
The two largest elements of Raines' retirement package were the automatic vesting of 360,000 options to purchase shares of Fannie Mae (worth about $7 million) and a monthly pension of $114,000 during his and his wife's lives (worth about $25 million). 9
Howard (and his wife, if any) received a monthly pension of $36,000, which is worth at least $6 million. 10
Pushed-out executives like Raines and Howard are able to enjoy soft landings because of the employment contracts which boards give executives and because of how boards choose to interpret those contracts when executives leave. Boards give executives contracts that usually guarantee large severance or retirement benefits as long as executives are not terminated "for cause," which is defined very narrowly.
(However, as we will see in Howard's case, even a "for cause" termination would not have materially reduced his retirement package). In the absence of a for-cause termination, the standard executive employment does not reduce the level of benefits if the executive's performance has been poor.
Consider Raines' and Howard's employment contracts. Each could be terminated "for cause" only if he had (A) been convicted of a felony; (B) participated personally in act of fraud as an executive that demonstrably discredits Fannie Mae and cannot be cured; or (C) continued for 20 days following written notice from Fannie Mae to (1) engage in activities that constituted a material conflict of interest with Fannie Mae, (2) fail substantially to perform material duties (other than as a result of incapacity or illness), or (3) fail to cure a material breach of his employment contract. Note that poor operating performance, deception, or earnings manipulation that falls short of the legal definition of fraud, are not grounds for "for cause" termination. Such a narrow definition of "for cause" is standard in executive employment contracts. As Stewart Schwab and Randall Thomas found in their recent study of CEO contracts, incompetence was listed as a ground for firing in less than 3.5% of such contracts. 11
As long as the termination does not fall within the remarkably narrow definition of "for cause," the contracts of the two executives guarantee them a retirement package whose value cannot be reduced under any circumstances. Indeed, under these contracts, even a "for cause" termination would still have given the two executives However, as the government began investigating Fannie Mae's accounting problems, the board made a series of changes to Raines' employment agreement, including changes to the "for cause" termination provisions. One of these changes eliminated the 25% pension penalty. While many of these changes to Raines' contract were apparently made at the request of government regulators, it is unlikely that the government demanded Raines be paid his retirement benefits in full even if he were fired "for cause." Rather, it appears that Fannie Mae's board, on its own initiative, exploited the opportunity to eliminate the penalty for "for cause" termination even as the possibility of such an outcome was increasing. Even if this 25% penalty had not been eliminated, however, the terms of Raines' compensation contract would have guaranteed him a soft landing even if he had been fired for cause.
The other reason pushed-out executives enjoy soft landings is that boards tend to interpret compensation contracts in a manner favorable to executives. 13 If circumstances
give a board the choice between firing an executive "for cause" and firing the executive "without cause", the board will typically prefer to go the latter route, which will tend to provide a larger payoff to the executive. For example, Fannie Mae's board did not indicate in its filing or otherwise that it had given any consideration to the possibility of terminating the executives for cause, even though there may have been grounds for such a termination and such a move could have saved Fannie Mae shareholders $5-10 million. 14 In fact, the board, by eliminating the 25% pension penalty under a "for cause" taxable compensation, up to 100% of his deemed base salary. According to the June 30, 2004 version of the contract, if Raines were terminated "for cause," his pension would be based on his deemed base salary, plus his taxable compensation up to 50% (rather than 100%) of his deemed base salary. Because Raines' other taxable compensation always far exceeded his deemed base salary, the effect of a "for cause" termination would have been to reduce Raines' annual pension payout by 25%. 13 See PAY WITHOUT PERFORMANCE, supra note 2, ch. 7.
14 The board's decisions --both to define "for cause" narrowly in the compensation contract and then to treat the termination as other than for "for cause," --are generally protected by the business judgment rule if certain process requirements are met. Thus, even if the decisions fail to serve shareholders' interests they are all but impossible to successfully attack through derivative litigation. See PAY WITHOUT PERFORMANCE, supra note 2, at 45-48. termination shortly before Raines stepped down, essentially tied Fannie Mae's hands so that such a termination could not be used to deny Raines an extra $6 million of pension benefits. Indeed, the board is now using the September amendment to Raines' employment contract to prevent shareholders from recovering any of Raines' payout, arguing that even if Raines had been fired for cause he would have received the same pension.
The last minute change to Raines' contract boosting his payout in the event of a "for cause' termination by $6 million can be seen as an example of what we call "gratuitous goodbye" benefit -essentially a gift given to executives on the way out.
Boards often freely provide departing executives benefits not required by the executive's contract. Such gratuitous goodbye benefits take a number of forms, including forgiveness of loans, accelerated vesting of options and restricted stock, increases in pension benefits (for example, by "crediting" CEOs with additional years of service), awards of lump-sum cash payments, and promises of consulting contracts that will provide the departing CEO with generous annual compensation for little or no work. 15 To be sure, Raines' gratuitous goodbye contract change will benefit Raines only if shareholders can convince a court that Raines' should have been fired for cause and should be required to return the difference between what he received and what he 15 For example, when CEO Jill Barad was forced out by Mattel's board in 2000, she had a $4.2 million loan forgiven and received an additional $3.3 million in cash to cover the tax liability arising from the forgiveness of another loan. In addition, her unvested options were allowed to vest automatically and to remain exercisable until the end of their original terms. These gratuitous benefits accompanied the severance package already guaranteed under her contract, which included a termination payment of $26.4 million, annual retirement benefits of more than $700,000, and other benefits.
Likewise, when Bank One CEO John McCoy was pushed out in 1999 for poor performance, he met with his friends on the board to hammer out a separation agreement. The package included a $10.3 million cash payment (in addition to $7.5 million in "special recognition" awards for 1997 and 1998), plus a pension of $3 million annually beginning in 2001. See PAY WITHOUT PERFORMANCE, supra note 2, at 88. would have received had he been fired for cause. If Raines' termination without cause is upheld, the elimination of the 25% pension penalty will have no effect on his payout.
The point, however, is that the board sought to benefit Raines at the expense of shareholders by fully protecting his pension payout even if he were fired for cause, and this protection was not required by the terms of his pre-existing contract.
Providing fired executives with a lavish soft landing is problematic. The cost of a soft landing goes far beyond the money given to the departing executive. This practice dilutes and weakens the incentives of executives to perform well. Executives are paid large amounts in order to provide them with incentives to generate value for shareholders. Providing failing executives with soft landings reduces the difference in financial payoff for performing poorly and for performing well -the very difference that shareholders spend a lot of money to create. Investors thus should press boards to introduce, and apply, compensation arrangements that reduce or even sometimes eliminate the value of retirement packages given to failing executives.
It is worth noting that soft landings also weaken the incentive effect of Section 304 of the Sarbanes Oxley Act. As noted earlier, Section 304 requires executives engaged in accounting-related "misconduct" to return to the firm bonuses or other incentive or equity-based compensation received within 12 months of a misleading financial statement." But Section 304 does not force executives to return any part of their substantial pension and other post-retirement payouts --even if these payouts are based, in part, on earnings inflated by the executives in prior years. Thus boards can ensure that even an executive who has committed "misconduct" under Section 304 will enjoy a soft landing. The practice of soft landings thus undermines not only firms' incentive compensation arrangements, but also Congress' effort to deter executives from engaging in financial improprieties.
It might be argued that giving failing executives full retirement benefits and other post-retirement payouts is necessary -and justified -to provide risk-averse executives with insurance against the possibility that they will be forced out for poor performance. However, this insurance rationale seems unpersuasive. The insurance rationale is, if anything, more applicable to other employees. Other employees are commonly far more likely to be terminated than executives, but rarely receive a large stream of lifetime payments exceeding their salary. Given executives' accumulated wealth, they are likely to be less risk-averse and better able to insure themselves than most other employees. In addition, executives' large compensation packages are commonly premised on the need to provide them with incentives; incentive considerations might thus be even more important in their case than in the case of the average employee. Accordingly, relative to other workers, the termination packages of executives should be more sensitive to performance and reasons for departure -not less -and executives should therefore receive less protection, not more, in the event of failure.
To be sure, one could argue that failing executives' ability to receive full retirement payout is intended to protect them if they are forced out for reasons other than their own poor performance. However, given boards' reluctance to dismiss even mediocre CEOs, it is highly unlikely that a board will dump a CEO who is performing satisfactorily.
A related justification for soft landings is the difficulty of defining poor performance and failure by departing executives. But, at a minimum, boards could require provisions imposing a penalty under certain objective conditions that reflect a high likelihood of extremely poor performance. For example, departing executives could receive a lower termination payoff when their departure follows an accounting restatement or considerably lower stock performance relative to the company's industry peers over a sufficiently long period.
III. PAY DECOUPLED FROM PERFORMANCE
In discussing the retirement packages of Fannie Mae's executives, we have thus far focused on the fact that the reason for the executives' departure was not reflected in, and in particular did not reduce, the value of their retirement packages. We now turn to the fact that most retirement benefits are in no way linked to the performance of the company during the executives' years of service. The decoupling from performance of such a major component of executives' total compensation would be problematic even if the executives were retiring under normal circumstances. In discussing this issue below, we will focus on the details of Raines' retirement package, but the same problem afflicts Howard's package, albeit on a smaller scale.
The main justification given for large executive pay packages is the need to provide strong incentives to enhance shareholder value. During the 1990s, the large and ever-increasing levels of compensation received by executives were widely believed to The different elements of Raines' retirement package will be discussed in detail in the next section. Most of the value of the package comes from benefits promised to Raines in his employment agreement whose value is in no way linked to the performance of the firm. Raines (and his surviving spouse) will get a pension whose present value is about $25 million. In addition, he will get additional benefits, which could add up to several million dollars, from a deferred compensation plan, life insurance, and medical insurance for the remainder of his and his spouse's lives.
Thus, by channeling nonperformance pay through post-retirement benefits, Fannie Mae provided Raines with an additional $5-6 million for each year of his fiveyear service as CEO. As a result, Raines' nonperformance pay was several times larger than his reported salary and constituted a substantial fraction of his total compensation from Fannie Mae. The case of Fannie Mae suggests that in public companies salaries might be only the tip of a larger iceberg of nonperformance pay.
While we provide in this paper a dollar value estimate of the nonperformance pay Raines will receive from retirement benefits, such estimates are generally not reported by firms or otherwise easily available to investors. Although we have good reasons to believe that retirement benefits add substantially to the reported amounts of total executive pay, firms currently are not required to, and do not, include these amounts in the compensation tables on which media reporting and standard datasets are based. This brings us to the issue of camouflage.
V. CAMOUFLAGE
How far directors are willing to go in providing favorable compensation arrangements to executives, and executives' willingness to ask for them, depend on how the arrangements will be perceived by outsiders. Arrangements viewed as "egregious" will impose market penalties and social costs on the executives and directors. Because outsiders' perceptions are important, managers and boards have an incentive to adopt pay arrangements that will not elicit strong negative reactions by outsiders whose views the insiders care about. Thus, designers of pay arrangements will have an incentive to hide and obscure -that is, camouflage -the total amount of pay as well as the extent to which pay is decoupled from performance.
As we have explained in detail elsewhere, 17 firms have been using postretirement payments to obscure large amounts of performance-decoupled compensation. Retirement benefits are a convenient form of "stealth compensation" because firms need not put a dollar figure on them and include them in the salient summary compensation tables contained in the firms' annual proxy filings. Firms are not required to include the dollar amount of these benefits either in the year in which such benefits vest or in the year in which they are actually paid to the executive.
Executive compensation at Fannie Mae is a case in point. Fannie Mae was not required to, and chose not to make easily accessible to investors, the monetary value given the departing executives. Fannie Mae did not make the amounts salient when the executives initially vested in these retirement benefits, and did not take the opportunity to do so later on when the executives left. Below we will focus on Raines' package, but similar points can be made about Howard's.
Upon Raines' departure, Fannie Mae disclosed that Raines' "retirement" triggered the immediate vesting and exercisability of 360,000 previously unvested and unexercisable options to purchase company shares. The company noted meekly that, because the options' exercise price was close to Fannie Mae's current stock price, the profit that Raines could make from immediate exercise of the option was about $215,000, less than $1 per option. The company declined to say anything more about the actual value of the options. However, these options, which will be exercisable for a long period, have a Black-Scholes value of approximately $7 million.
According to the company's filing, it also will pay Raines a monthly pension of $114,000 for life (and for the rest of his wife's life, if she survives him). Fannie Mae chose not to put any dollar figure on this benefit, as it is free to do under SEC rules. To estimate the value of this annuity-like benefit we had to do obtain Raines' age (55) from the firm's proxy filings and search the web for information about the age of his wife (which we estimate to be approximately 47, based on her year of college graduation).
With this information, and a bit of additional work, we came up with an estimate of $25 million for the Raines' joint annuity. 18 Fannie Mae also disclosed that Raines has a balance of $8.7 million in his deferred compensation "account." Because Fannie Mae's disclosure indicated that the growth of this balance over time will be tied to the returns of mutual funds available on the market, one might think this arrangement does not financially benefit Raines at Fannie Mae's expense (relative to a scenario in which Raines takes the balance when he leaves and invests it himself in mutual funds). As we explain in detail elsewhere, however, this is not the case -the deferred compensation arrangement provides Raines with a tax-free buildup at a cost to the company. 19 Estimating the tax savings to Raines requires knowing, among other things, the funds to which Raines chose to link the returns on his deferred compensation balances. Thus, we are unable to provide an estimate of this value. Under some circumstances, however, it could be as high as $3-4 million.
In addition, Fannie Mae disclosed that Raines will get lifetime medical coverage 18 We located a website that calculates the price of different types of annuities, including joint life annuities, based on the age and gender of the beneficiary or beneficiaries, and the monthly payment desired.
(http://www.totalreturnannuities.com/information/annuitycalculator.html). Raines' pension pays $114,000 per month. The website calculated that an annuity paying $114,000 for the life of a 55-year old male (and for the life of a 47-year old female, if she survives him) would cost over $25 million. We received a similar estimate of the value of such an annuity from an actuary working with compensation consulting firm Brian Foley & Co. Incidentally, we were not able to obtain information about Howard's spouse (if any), and thus could not do a similar calculation for the value of his pension payout. 19 See Stealth Compensation, supra note 15, at xx; PAY WITHOUT PERFORMANCE, supra note 2, ch. 8. and in any event until the age of 21. Fannie Mae will also pay the premiums on $5 million of life insurance until Raines reaches 60, and on $2.5 million of coverage thereafter, for the rest of his life. We have not made the effort necessary to estimate with any precision the value of these benefits, so we assigned a ballpark estimate of $2 million.
We put together in Table 2 As we highlight in our book, the practice of providing executives large amounts of compensation through retirement packages whose value is not transparent is widespread. Most firms provide executives with generous supplemental retirement 20 The description of executives' pension plans in the annual proxy statements seemed to suggest that Raines was entitled to receive, at age 60, 60% of the sum of (a) his salary and (b) other compensation, up to 50% of his salary (where (a) and (b) are averaged over the three years in which his compensation was highest). It also indicated that executives retiring before age 60 generally receive a reduced benefit. In each year, Raines' other compensation exceeded his salary. The compensation table reports Raines' salary as $992,000. One might think that Raines, who retired at age 55, was to receive, starting five years later, a retirement payment of 60% of approximately $1.5 million, or about $900,000. 21 Raines compensation contract indicated that he would be entitled to receive 60% of the sum of (a) his deemed salary ($1,140,000) plus (b) other compensation, up to 100% of his salary.
plans. 22 And, almost all firms have deferred compensation arrangements that can, at potentially significant expense to the firm, provide substantial tax-savings benefits to executives after they retire -benefits that are unrelated to the executives' own performance while they worked at the firm. 23 These amounts never show up in firms'
annual compensation tables. As a result, they are not reflected in most media coverage of executive compensation or in the standard datasets of executive compensation levels.
Indeed, the camouflage consequences of retirement benefits might well explain their large use even though most of the retirement benefits given to executives do not enjoy the tax subsidy the government provides to company-sponsored retirement plans for other employees. A detailed description of our proposal can be found elsewhere. 24 However, it is worth providing an example of how disclosure of one important type of payoutpensions -can be better disclosed. Pension payments are generally based on years of service and historic compensation levels. The actuarial value therefore usually increases each year. The annual buildup in value of an executive's retirement plan is not, under current rules, reported in firms' annually filed summary compensation table. The payments themselves, which are made after the executive retires, are similarly not reported in this table.
We propose requiring firms to add a column in the annual summary compensation In addition, firms should be required to put all the information about postretirement payouts together to provide a complete picture of how much the executive would receive from the firm if she were to retire, be terminated for cause, or separate under other conditions at the end of the year. In particular, the SEC should require firms to publish a table showing the actuarial value of each high ranking executive's retirement package at the end of the year, the balances in any deferred compensation accounts, and the value of any post-retirement perks and consulting contract to which the executive would be entitled under each termination scenario described in the employment contract if she were to separate at year's end. This picture will better enable shareholders to form a judgment as to whether it is necessary for the firm to continue spending money to ensure that the executive has a comfortable retirement.
24 See Stealth Compensation, supra note 16.
As we discuss elsewhere, 25 the measures above would provide shareholders with a more accurate picture of total executive compensation. They will thereby reduce the total amount of compensation executives could get below the radar screen. These measures could thus help constrain total compensation levels. More importantly, these measures also would reduce the distortions that arise when companies choose particular forms of compensation for their camouflage value rather than for their efficiency. Improving transparency in this area could thus substantially increase shareholder value.
V. CONCLUSION
A close look at Fannie Mae's executive pay arrangements and practices reveals serious flaws. These arrangements provided executives with large amounts of camouflaged pay unrelated to performance, diluted and even distorted the executives' incentives, and failed to make transparent the value of the retirement packages promised and given to executives. Fannie Mae's practices, however, are not unique to that company. They are unfortunately representative of prevailing compensation practices in public companies. The case of Fannie Mae thus provides us with a powerful reminder of the need to reform our systems of executive pay and corporate governance.
